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Abstract. This paper uses bank level data of 26 commercial banks for the period  
2001–2010 to explore determinants of net interest margins of commercial banks of Paki-
stan. Based on results of this study, past net interest margins, bank soundness, operating 
cost, industry concentration, relative market share, inflation, real depreciation and indus-
trial growth have statistically significant and positive impact while diversification, change 
in bank size, lagged liquidity, stock market development have dampening effects on net 
interest margins. However, impact of ownership, GDP and credit market development is 
statistically insignificant.
Our regression results suggest that stock market development as means of alternative 
source of finance contributes to reduction in net interest margins while the impact of 
banking sector development on breaking banking cartels and bringing net interest margins 
down had been insignificant. Exchange rate adjustments, rate of inflation and growth of 
the industry also cannot be ignored in management of net interest margins. Incentives for 
bank executives and managers to ensure efficiency in operating costs, reduction in the 
premium charged for bank soundness, diversification of bank activities and passing on 
the scale efficiencies to both depositors and borrowers can also play role to bring interest 
margins down to accelerate investment and growth in the country.
Keywords: net interest margin, market power, Pakistan, concentration ratio, commercial 
banks, banking industry.
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Introduction
Persistently high interest margins are reflective of higher intermediation costs to the 
society and might be indicative of systematic problems like concentrated banking in-
dustry, perceived market and credit risks, bank unsoundness, scale diseconomies, high 
operating costs, unfavourable institutional environment and distortions in markets 
(Poghosyan 2012). Evidence on impact of net interest margins (NIMs) on economy 
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is well-pronounced and documented in literature. Jayaatne and Strahan (1996), Rajan 
and Zingales (1998) and Beck et al. (2000) provide evidence on repercussions of in-
termediation costs (and hence NIMs) on economic activity. Khediri and Ben-Khedhiri 
(2011) highlight that net interest margin, among other variables; can impede economic 
activity of a country. Well functioning intermediaries support growth of the economy 
(Levine 1997), therefore, net interest margins (NIMs) are indicative of the efficiency/
effectiveness of the intermediaries to channelize the funds in the system (Tan 2012). 
As substantiated in Hadad et al. (2003) and Saunders and Schumacer (2000) low NIMs 
are also indicative of effectiveness of monetary policy and financial stability; and com-
petitive banking system respectively. As discussed in Sidabalok and Viverita (2012), 
level of NIMs measures expected social cost of intermediation to be borne by public. 
Above discussion highlights the role and significance of NIMs for economic growth of 
a country. Therefore, it is imperative and quite pertinent to examine the determinants 
of NIMs to develop appropriate policy interventions. In addition, understanding of the 
determinants of NIMs assists us in monitoring the efficiency of the financial interme-
diaries (Hawtrey, Liang 2008).
We note consistently growing net interest income1 (Fig. 1) and fairly high interest 
spread ratio2 (Fig. 2) of the banking industry in Pakistan. We also note a very high 
dispersion in interest spread ratio ranging from 38.3% in 2001 to as high as 68.9% in 
2004 followed by continuous decline to 45.8% in 2010. Such sizable interest spreads 
and net interest margins3 (NIMs) (Figs 1, 2, 3) also appear to have significant impact 
on profitability of the banking industry. Consistently high net interest margins (NIMs) 
also appear to be partly responsible for inhibiting or retarding economic growth in the 
country (Fig. 3). These preliminary interesting findings become a basis for this study to 
1 Interest Revenue (IR) minus interest expense (IE) of the banking industry.
2 Net interest income as a percentage of interest revenue of the banking industry.
3 Net interest income as a percentage of total assets of the banking industry.
Fig. 1. Net Interest Income* of the Banking Industry  
Note: *(Interest Revenue (IR)-Interest Expense (IE)  
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explore the factors which drive net interest margins in the banking industry of Pakistan. 
This will also assist us to draw policy inferences to manage economic growth and ef-
ficiency of financial intermediaries. 
Rest of the paper is organized as follows: Section 1 reviews literature. Section 2 identifies 
data sources, variables, research design and methodology. The last section presents findings.
1. Review of the literature 
Männasoo (2012) highlights that the recent global financial turmoil increased bank in-
terest spreads in Estonia to the highest levels recorded since the Russian crisis in 1998. 
Findings indicate that the regulatory, efficiency and bank-portfolio effects share almost 
equal weight in the observed spread, whereas credit risk shares an insignificant share 
to the mark-up. Strong liquidity and foreign capital permit lower spreads in Estonia.
Hamadi and Awdeh (2012) analyze the determinants of commercial bank interest mar-
gins in Lebanon using bank-specific, industry specific, monetary policy, and macro-
economic variables for the period 1996–2009. The empirical results indicate that for 
Fig. 2. Interest Spread Ratio (%)  
Source: Banking Statistics of Pakistan (Various Issues).
Fig. 3. Growth (GDPG), Net Interest Margins (NIMs) and Profitability (ROA)  
Source: Banking Statistics of Pakistan (Various Issues), Hand Book on Statistics  
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domestic banks, size, liquidity, efficiency, and to a lower extent, capitalization and credit 
risk have a negative impact on interest margins while the growth rate of deposits, lend-
ing, inflation, central bank discount rate, national saving, domestic investment, and to 
a lower degree, the interbank rate, all have a positive impact on net interest margins. 
For foreign banks on the other hand, they identify that size, liquidity, capitalization, and 
credit risk, do not show a significant impact. They also highlight that the host market 
macroeconomic conditions, industry characteristics, central bank discount rate, and in-
terbank rate, have much weaker impact for foreign bank interest margins.
Using bank level data, Haruna (2012) shows that financial intermediation, operating 
expenses and loan loss provision are the three most common factors that determine the 
commercial bank interest rate spread whether measured using narrow or broad defini-
tions of interest rate spreads in Nigeria.
Naceur and Goaied (2008) examine the impact of banks’ characteristics, financial struc-
ture and macroeconomic indicators on banks’ net interest margins and profitability in 
the Tunisian banking industry for the 1980–2000 period. They conclude that individual 
bank characteristics explain a substantial part of the variation in bank interest margins 
and net profitability while macroeconomic variables have no impact on Tunisian banks’ 
profitability. They associate high profitability of banks with bank capitalization, over-
heads, stock market development and private bank ownership and identify negative 
coefficient with size. 
Sufian and Habibullah (2009) investigate the determinants of the profitability of the 
Chinese banking sector during the post-reform period of 2000–2005. The empirical find-
ings suggest that all the determinants variables have statistically significant impact on 
China banks’ profitability, however, the impacts are vary across bank types. Liquidity, 
credit risk, and capitalization have positive co-efficient on the state owned commercial 
banks’ profitability, while the impact of cost is negative. Joint stock commercial banks 
with higher credit risk tend to be more profitable, while higher cost results in a lower 
profitability. The empirical findings also suggest that size and cost results in a lower city 
commercial banks’ profitability, while the more diversified and relatively better capi-
talized tend to exhibit higher profitability. The impact of economic growth is positive, 
while growth in money supply is negatively related to both the state owned commercial 
banks’ and city commercial banks’ profitability.
Using quarterly data (1976–1979) of 100 US banks, Ho and Saunders’ (1981) includ-
ed some bank-specific variables, including implicit interest payment, opportunity cost 
of required reserves, and default premium and the constant term represented a ‘pure 
spread’ not explained by bank-specific characteristics. A regression of this ‘pure spread’ 
was subsequently estimated as a function of the variance of interest rates. This work was 
replicated and extended for other time periods, regions and countries. Angbazo (1997) 
extended the work of Ho and Saunders’ (1981) by including bank- and country-specific 
variable including credit risk, implicit interest payments, interest rate risk, Lerner Index 
(measure of market power), operating costs, opportunity cost of required reserves, qual-
ity of management and bank capital.
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In a cross country analysis of 80 countries, Demirgüç-Kunt and Huizinga (1999) include 
taxes, foreign ownership and macroeconomic variables along with bank-specific factors 
as potential determinants of NIMs. Demirgüç-Kunt et al. (2003) use data of 1400 banks 
from 72 countries and conclude that concentration, bank equity, reserve requirement, 
inflation, and state ownership bank entry and activity restrictions have positive impact 
on NIMs while bank size, liquidity, fee income (non-interest income), GDP growth are 
negatively associated with net interest margins.
Gounder and Sharma (2012) conclude that NIM has a positive association with implicit 
interest payment (non-interest expense on deposits), operating cost, market power and 
credit risk, and a negative association with the quality of management and liquidity risk. 
However, the association with bank capital and opportunity cost of required reserves 
do not conform to expectations. Bank level analysis in Tatum Tan (2012) suggests that 
interest margins in Philippines rise with bank size, bank capitalization, foreign owner-
ship, overhead costs, stock market development and tax rates while higher growth, 
lower inflation, higher reserve requirements, greater banking sector development and 
lower government deficits reduce net interest margins in a number of Asian economies. 
Using bank level data of 29 commercial banks of Pakistan from 1998 to 2005, Kha-
waja and Din (2007) find that, among macroeconomic/industry specific variables, bank 
industry concentration and inflation have negative and statistically insignificant impact 
on interest spreads while GDP growth has significant negative impact. Real interest rate 
and interest-insensitivity of deposits, however, have positive and significant coefficients. 
On the other hand, among bank specific variables, liquidity, market share, administrative 
cost and non-performing loans have positive and significant impact, however, equity 
have positive but insignificant coefficient. 
This is pertinent to note that, in context of Pakistan, Khawaja and Din (2007) have 
not captured the impact of bank size, ownership structure, diversification of the bank 
activities, real depreciation, stock market and financial/banking sector development on 
interest spread in Pakistan. 
This paper fills the void identified in last Para in literature on NIMs in Pakistan. In ad-
dition, it includes the impact of bank soundness i.e. distance to default (a consolidated 
measure of capital adequacy, profitability and risk) on NIMs and extends the analysis 
of NIMs in Pakistan to recent period from 2001 to 2010.
2. Research design and methodology
2.1. Data set and sampling
This study uses Banking Statistics of Pakistan (2010) as main data source in addi-
tion to Hand Book on Statistics of Pakistan Economy (2010), Financial Statements 
Analysis of Companies (Non-Financial) Listed at Karachi Stock Exchange (Various 
Issues, 2001–2010), Financial Statements Analysis of Financial Sector (Various Issues, 
2001–2010) published by Statistics and DWH Department of State Bank of Pakistan and 
World Development Indicators. Sample for this study includes all banks with consistent 
and complete 10 years data series from 2001 to 2010. The banks with inconsistent or 
incomplete data series are excluded from the analysis.
I. Hussain. Banking industry concentration and net interest margins (NIMs) in Pakistan
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2.2. Choice and description of variables
NIM is independent variable in this study. Table 1 presents the list, symbols and brief 
description of explanatory variables for credit growth. 
Bank soundness is measured by estimating the distance to default (DD) of a bank (Igan, 
Pinheiro 2011). Distance to default is calculated as follows:
 , , ,
( ,) /= +i t i t i t iDD ROA CR SD  (1)
where ROA is Return on Assets, CR is Capital Ratio and SD is the Standard Devia-
tion of ROA of bank “i”. ROA is a measure of profitability and is Profit after Tax as a 
percentage of Total Assets of the bank while Capital Ratio is ratio between total equity 
(including Share Capital, Un-appropriated Profits, Reserves and Surplus/Deficit on Re-
valuation of Assets) and Total Assets of the bank. This captures capital adequacy of 
banks. Standard Deviation4 of ROA is indicative of the long term risk faced by a bank. 
Based on Equation (1) above higher profitability (ROA), higher Capital Ratio (CR) and a 
lower dispersion of profitability of banks will give rise to a higher distance from default 
and therefore indicate soundness of banks and vice versa. Bank soundness is likely to 
have positive impact on NIMs because bank may like to discount the returns to risk 
averse depositors for providing financial stability, secure profitability and lower risk.
As pointed out in Tatum Tan (2012) impact of bank size on NIMs may not be clear. This 
may be attributable to monopoly power of bigger banks on one hand and on the other 
hand bigger bank size may act as a sign of credibility and stability and thus a motivating 
factor for depositors to accept low interest rates on deposits. Demirgüç-Kunt, Laeven 
and Levine (2003) attribute lower NIMs to the economies of large scale for bigger 











where RBSi relative size of bank “i” TAi,t is total assets of a bank “i” in time period “t” 
while OTAI,t measures overall total assets of the banking industry in period “t”.
Following Gounder and Sharma (2012) we take ratio of the sum of cash, balances with 
treasury and other banks to total assets as proxy for liquidity of bank. Khawaja and Din 
(2007) identify positive relationship between liquidity and interest spread in Pakistan. 
They attribute this relationship to less appetite for more deposits of a bank with surplus 
liquidity and hence low returns on deposits and higher interest spread while Poghosyan 
(2012) argues that higher liquidity implies higher opportunity of holding extra liquidity 
which in turn raises NIMs. Doliente (2005), and Gounder and Sharma (2012) identify 
negative relation between liquidity and NIMs in Southeast Asia and Fiji respectively. 
Surplus liquidity may force banks to charge lower interest on loans and thus reduced 
NIMs.
This study uses dummy variables to identify bank ownership. D1 = 1 for a local bank 
(incorporated in Pakistan) and 0 for a foreign bank (incorporated outside Pakistan) and 
4 Calculated for 10 years ROA.
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Table 1. List, symbols and proxies of variables
S. 
NO. Variable Symbol Proxy
Dependent variable:








×i t i t
i t
Explanatory variables:
A. Bank-/Bank industry-specific variables:
2 Net interest 
margin* 
NIM (–1)
3 Bank soundness BS Distance to default**
4 Δ Relative bank 
size 
Δ RBS Change in relative size of book value of total assets  
of the bank.
5 Bank liquidity* BL(–1) Ratio of the sum of cash balances and balances  
with other banks to total assets
6 Bank ownership D1
D2
D1 = 1 for a foreign bank (i.e. incorporated outside 
Pakistan) and 0 for a domestic bank (i.e. incorporated 
inside Pakistan)
D2 = 1 for a public sector bank and 0 for a private bank
7 Operating cost OC Administrative cost per employee
8 Diversification D Proportion of non-interest income in total income
9 Market share MS Relative market shares in advances [(net of provisions 
for non-performing loans and actual write offs of bad 
debts) including lending to other financial institutions]
10 Industry 
concentration
IC Herschman-Herfindhal Index (HHI) i.e. Sum of the 
squared market shares of advances [(net of provisions 
for non-performing loans and actual write offs of bad 
debts) including lending to other financial institutions 
of all banks]
B. Macroeconomic or non-financial industry-specific variables:
1 Economic growth EG Growth rate of GDP 
2 Stock market 
development
SMD Market Capitalization to GDP Ratio
3 Credit market 
development 
CMD Ratio between advances of the banking industry  
to GDP 
4 Δ Real 
depreciation*
Δ RD (–1) Index for real effective exchange rate
5 Inflation INF Rate of inflation
6 Industrial growth IG Growth rate of overall gross sales of the non-financial 
industry
Notes: *lagged for one year; **Please see the following section for measurement of distance to default.
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D2 = 1 for a public sector bank and 0 for a private bank. Demirgüç-Kunt and Huizinga’s 
(1999) substantiate positive relationship of foreign ownership with NIMs on account of 
technological edge especially in developing countries. However, as pointed out in Tan 
(2012), better technology may imply greater efficiency for foreign banks and allow them 
to have lower NIMs. Profit motive of private banks is likely to raise NIMs in private 
banks as compared to those in public sector banks.
Banks are able to pass on operating overhead (administrative) costs to their customers 
(Demirgüç-Kunt, Huizinga (1999); Doliente (2005)) therefore operating/administrative 
costs would have positive impact on NIMs. We use administrative cost per employee 
as a proxy for operating costs. Sidabalok and Viverita (2012) use total loans to total 
assets ratio as proxy for bank specialization and identify positive relation with NIMs in 
Indonesia. Alternatively proportion of non-interest revenue in total revenue5 of a bank 
serves an interesting proxy for diversification of bank activities. We expect diversifica-
tion to have negative impact on NIMs.
Khawaja and Din (2007) attribute positive relation between bank’s market share and 
NIM to higher market power in Pakistan and negate the concept that scale efficiencies 
reduce operating costs and thus result in lower interest spread. At the same time they 
surprisingly identify negative and statistically insignificant coefficient with banking in-











where MSi,t represents market share of bank i in time period t, Ai,t denotes the sum 
of lending of a bank to other financial institutions and advances (net of provisions for 
non-performing loans and actual write offs of bad debts) of a bank and ABI,t denotes 
the sum of lending of a all banks to other financial institutions and advances of the 
overall banking industry. Alternate approaches (i.e. n-firm concentration ratio, Lerner 
Index or Herschman-Herfindhal Index (HHI)) may be used to calculate banking indus-
try concentration. Calculation of the banking industry concentration may be based on 
shares of deposits or advances or total assets or interest revenue or profits after tax. 
We use advances [(net of provisions for non-performing loans and actual write offs of 
bad debts) including lending to other financial institutions] to calculate Herschman-









HHI S , (4)
where HHIt is Herschman-Herfindhal Index (HHI), Si,t denotes market share of the 
advances of bank i during time period t and i = 1 to n number of firms.
As highlighted in Sidabalok and Viverita (2012) and references therein, NIMs may be 
pro-cyclical (Claeys, Vennet 2008) or counter-cyclical (Sidabalok, Viverita 2012; Gelos 
2006) to GDP. Khawaja and Din (2007) find interest spread as counter-cyclical to GDP 
5 Interest plus non-interest revenue.
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in Pakistan. Brock and Rojas (2000) conclude that rising inflationary pressures are re-
flected in higher NIMs in Latin America.
Tan (2012), Demirgüç-Kunt and Huizinga (2000) and Aysan et al. (2010) show that 
banking or financial sector development signifies intense competition and, therefore, 
has negative influence on NIMs. As discussed in Tan (2012), improved stock market 
development provides an alternate opportunity to finance for companies and thus is 
likely to reduce the market power of banks in credit market resulting in lower NIMs 
on the other hand, through improvement in stock market development banks are better 
informed about a pool of prospective borrowers which in turn reduces lending costs and 
enables banks to have higher NIMs. Findings in Tan (2012) and Demirgüç-Kunt and 
Huizinga (2000) are consistent with this latter complementarities hypothesis. 
Financial Stability Review (2011) of the European Central Bank identifies three chan-
nels (namely balance sheet channel, competitiveness channel and foreign currency lend-
ing channel) through which exchange rates can influence non-performing loans which in 
turn may also affect credit growth and hence NIMs. Hacker, Kim and Månsson (2010) 
substantiate negative relationship between the spot exchange rate (domestic-currency 
price of foreign currency) and the nominal interest rate differential (approximately the 
domestic interest rate minus the foreign interest rate) at the shortest time scales, while a 
positive relationship is shown at the longest time scales. To best of my knowledge, most 
of the previous studies have not included real depreciation (real effective exchange rate) 
as determinant of NIMs. High inflation indicative of riskier financial market is likely 
to raise interest margins (Tan 2012). Demirgüç-Kunt and Huizinga (1999) attribute this 
positive relationship to prospects of higher income from bank floats or delays in credit-
ing client accounts.
Annual growth rate gross sales of the overall industry from Financial Statements Analy-
sis of Companies (Non-Financial) Listed at Karachi Stock Exchange (Various Issues, 
2001–2010) serves as proxy for industrial growth. Growth of the industry is measured 
as annual percentage change in gross sales of the industry as a whole:
 
















Growth of industry would drive demand for loans up and thus is expected to raise 
NIMs. To best of knowledge, no other study has included the impact of the growth of 
non-financial industry on NIMs so far.
2.3. Methodology 
This study uses highly popular statistical model of panel data analysis that combines 
cross section and time series data and estimates pooled least squares regression of a 
standard model in the following form:
 NIMit = b0 + b1Xit + b2Zt + eit, (6)
where NIMit denotes net interest margin of bank i while t specifies time dimension. b0, 
b1 and b2 are unknown constants. Xit represents the set of bank-specific explanatory 
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variables for banks which vary across banks as well as over time. Zt is the set of mac-
roeconomic or overall bank/non-financial industry wide explanatory variables that are 
common for all banks and vary over time only. eit is white noise error term. 
3. Findings and conslusions
Summary Statistics of these variables are presented in Table 2. Correlation Coefficients 
are presented in Table 3 to rule out perfect multi-co-linearity. Regression Results of the 
model are presented in Table 4.
Our regression results indicate that feedback effect of past NIMs on current NIMs is 
positive and significant. It is interesting to not positive coefficient with bank soundness. 
This signifies the fact that sound banks take an advantage of the risk averse behavior of 
the depositors and pay lower interest rates on deposits in exchange for ensuring secure 
profitability, capital adequacy and lower risk. Bigger banks on the hand enjoy scale ef-
ficiencies and are cost efficient and; hence, can afford to have lower NIMs.
Negative sign with bank liquidity with a one year lag is indicative of the fact that the 
banks charge lower interest on lending and thus reduce NIMs to utilize their surplus 
funds. Our results contradict to the finding in Khawaja and Din (2007). 
Consistent with the results in Sidabalok and Viverita (2012), Gounder and Sharma 
(2012), Khawaja and Din (2007) cost in-efficient banks maintain higher NIMs to cover 
up their operating costs by passing these on to their customers. Foreign ownership has 
positive (consistent with the results in Tan (2012) while public ownership of banks has 
negative impact on NIMs. However ownership effects are statistically insignificant in 
our model. A larger proportion of non-interest income in total income of a bank repre-
senting diversification in banks’ activities results in lower NIMs because banks focus 
on other activities to enhance their profitability. 
Positive and significant coefficient with industry concentration signifies that concentra-
tion of market power has led to high interest NIMs in Pakistan. Our results are in line 
with the findings in Tan (2012), Gounder and Sharma (2012)6, Sidabalok and Viverita 
(2012). This view, however, contradicting to the results in Khawaja and Din (2007)7, 
is further supported by positive and significant coefficient of relative market share. It is 
pertinent to note that 1% increase in the market share adds 1.5% to net interest margin 
of that bank, this also justifies further need for strong action of ant-trust authority to 
break down the bank cartels to bring NIMs down to accelerate economic growth in the 
country. 
All macroeconomic variables (excluding economic growth and credit market develop-
ment) are also statistically significant. Consistent with Claeys and Vennet (2008) NIMs 
are pro-cyclical in Pakistan. However our results contradict with those in Gelos (2006), 
Sidabalok and Viverita (2012), Tan (2012) and Khawaja and Din (2007)8. 
6 However, used Lerner Index (LI) for industry concentration.
7 However, Khawaja and Din (2007) used Herschman-Herfindhal Index (HHI).
8 However, Khawaja and Din (2007) use interest spread instead of NIM as dependent variable.
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Table 4. Regression results
Dependent variable: NIM
Method: Panel EGLS (Cross-section weights)
Sample (adjusted): 2003 2010
Periods included: 8
Cross-sections included: 26
Total panel (balanced) observations: 208
Linear estimation after one-step weighting matrix
White cross-section standard errors & covariance  
(no d.f. correction)
Variable Symbol Coefficient Std. Error t-Statistic Prob.
Constant C –16.6096 3.0763 –5.3992 0.0000
Bank- and bank industry-specific variables:
Net Interest Margin NIM(–1) 0.9559 0.0565 16.9250 0.0000
Bank Soundness BS(–1) 0.0191 0.0085 2.2527 0.0254
Δ Relative Bank Size Δ (RBS) –2.5960 0.3576 –7.2603 0.0000
Bank Liquidity BL(–1) –0.0233 0.0085 –2.7205 0.0071
Ownership D1* 0.0204 0.1876 0.1085 0.9137
Ownership D2** –0.1322 0.1937 –0.6824 0.4958
Operating Cost OC 0.0001 0.0000 7.6399 0.0000
Δ Diversification Δ (D) –0.0146 0.0068 –2.1447 0.0332
Industry Concentration IC 0.0131 0.0022 5.8562 0.0000
Δ Market Share Δ (MS) 1.5087 0.2135 7.0681 0.0000
B. Macroeconomic/non-financial industry specific variables:
Economic Growth EG 0.0542 0.0407 1.3334 0.1840
Stock Market Development SMD –0.0132 0.0052 –2.5272 0.0123
Credit Market Development CMD –0.0135 0.0128 –1.0536 0.2934
Δ Real Depreciation Δ RD (–1) 0.2472 0.0494 5.0087 0.0000
Inflation INF 0.3633 0.0711 5.1080 0.0000
Industrial Growth IG 0.2877 0.0522 5.5151 0.0000
Weighted statistics
R-squared 0.8841 Mean dependent var 4.6679
Adjusted R-squared 0.8744  S.D. dependent var 4.1871
S.E. of regression 1.2938  Sum squared resid 319.7368
F-statistic 91.0977  Durbin-Watson stat 2.1969
Prob(F-statistic) 0.0000
Un-weighted statistics
R-squared 0.8621 Mean dependent var 2.9076
Sum squared resid 428.7025  Durbin-Watson stat 2.4851
Notes: *D1 = 1 for foreign bank (i.e. incorporated outside Pakistan) and 0 for a domestic bank  
(i.e. incorporated inside Pakistan); **D2 = 1 for a public sector bank and 0 for a private bank.
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Negative and statistically significant coefficient with stock market in our results negates 
complementarities hypothesis and confirms that stock market development as means of 
alternative source of finance has contributed to reduction in NIMs through reduction in 
concentration of market power in banking industry of Pakistan. On the other hand, nega-
tive but insignificant coefficient credit/banking sector development highlights the strong 
need for expansion of banking industry to break banking cartels and bring down NIMs. 
Our regression results suggest that real depreciation positively affects NIMs in Pakistan. 
Results of our model suggest that higher inflationary pressure is translated to higher 
NIMs in Pakistan. This also implies that banks pass on inflation dis-proportionately 
to depositors and borrowers. Our results are consistent with the findings in Tan (2012) 
but inconsistent with the results in Sidabalok and Viverita (2012), and Khawaja and 
Din (2007). Growing industry meets its financing needs to realize its expansion plans 
heavily from debt in addition to other means of financing thus raising demand for loans 
and resulting in upward push to NIMs in Pakistan. Heavy reliance of corporate sector 
on debt choice of finance is due to low financial distress costs in Pakistan particularly 
attributable to slow court procedures (Shah, Khan 2007).
Foreign banking sector is relatively very small in its size (only 5 banks in the sample) in 
Pakistan. Foreign banks’ assets constitute less than 3% of the banking industry’s assets 
in Pakistan. However, Table 5 presents comparison of the effects of various explanatory 
variables on NIMs of local and foreign banks.
Signs and/or significance of coefficients of most of these variables on NIMs of local 
and foreign banks appear to be same (bank soundness, diversification, credit market 
development are a few exceptions). It is interesting to note that coefficient magnitudes 
sof most of the bank and bank industry-specific variables does not significantly vary 
while much variation exists in coefficient magnitudesof macroeconomic or non-financial 
industry-specific variables.
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Conclusions and policy implications
All bank- and bank industry-specific variables excluding ownership and all macrocos-
mic and non-financial industry specific variables (excluding GDP and banking sector/
credit market development) have statistically significant influence on NIMs in Pakistan. 
Among former category of variables, past NIMs, bank soundness, operating cost, diver-
sification, industry concentration, relative market share of a bank have positive impact 
while growth in bank size, lagged liquidity and public ownership have dampening ef-
fects on NIMs. Among later category of variables, GDP growth, inflation, real deprecia-
tion and industrial growth have positive coefficients while stock market and banking 
sector development has negative impact on NIMs in Pakistan.
Our results suggest that stock market development as means of alternative source of 
finance has contributed to reduction in NIMs through reduction in concentration of 
market power in banking industry of Pakistan. On the other hand, the impact of expan-
sion of the banking industry (banking sector development) on breaking banking cartels 
and bringing NIMs down had been insignificant. This calls for further need for strong 
action of anti-trust authority. Exchange rate adjustments, rate of inflation and growth of 
the industry also cannot be ignored in management of NIMs.
Incentives for bank executives and managers to ensure efficiency in operating costs, 
reduction in the premium charged for bank soundness, diversification of bank activities 
and passing on the scale efficiencies to both depositors and borrowers can also play 
role to bring interest margins down to accelerate investment and growth in the country. 
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